
Office of Chief Counsel 
Internal Revenue Service 

m----------- um 
------------------------- :TL-N-2991-00 
------------ 

date: JUN ;! 3 2000 

to: Chief, Examination Divi------- -------- -------- District 
Attn: Manager, Group ------- ------- ------- ---------  

from: District Counsel, -------- -------- District Stop ------- ------  

subject: ----------------- ----------- ------- ------- - ------- Legislative Changes 

This memorandum responds to yours of May 8, 2000, and 
previous oral inquiries. In c-------- tion with the taxpayer's 
protest for the taxable years ------ -1------ you have requested ----- 
advice concernin-- -- e effect o- --- rt---- amendm------ ----- -- e -------- 
Legislature in ------- made to Section -  of the "----------------- 
------------ -------------- ------ ------  -------- -- surance -------- --------- --------- 
---- ---------- ---------- ---- ------- ses- -- pecifically, what impact ---- 
these changes have on the analysis of whether the taxpayer is an 
integral part of the State of ---------  as set forth in TAM------------  
--- ? 

We summarize below the changes made to the relevant portions 
of 5 - : 

Sub- Prior to ------- Amendments After ------- Amendments 
section 
----------------- --------------- -------------- Association shall either 

---------------- -------------------- establish a reinsurance pro- 
------- -------- establish a gram approved by the ----- or 
reinsurance program dr enter make payments into th-- -------- 
into a contract as provided ---------- ------------ ------- ------- 
in subsection (--  -------- ------------ -------------- --------- 
Department of I--- uran---- lis----- under subsection (- . 
("----- ) may approve any Association may establish a 
rei----- ance program. reinsurance program that op- 

erates in add------ to or in 
concert with -------- . 

(- (l) Association may enter into Commissioner --- -- surance 
written agreement with ----- ("Commissioner") shall adopt 
under which Association ---- m- rules under which Associa- 
bers agree to relinquish tion members agree to relin- 
their net equity on annual quish their net equity on 
basis by-making payments to annual basis by making pay- 
the,,C---- to,be held ,by~-------  Tents to_ fh," -------  to fund 
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(-- (- ) 

outside State Treasury to its ---- igations under sect- 
protect Association's poli- ion ------- and to fund the 
cyholders and reduce potent- mitig---- n and preparedness 
ial for payments by Associa- plan establi--- ed under sub- 
tion members giving rise to division (--  of this sub- 
tax credits in the event of section to -educe potential 
losses. for payments by Association 

members giving rise to tax 
credits in the event of 
losses. 

Until disbursements are made 
as provided by this Act and 
the rules to be adopted by 
the Commissioner, all money 
(including investment i--- 
come) deposited in the --------  
are state funds to be h---- 
by the comptroller outside 
the state treasury on behalf 
of, and with legal title in, 
the -----  

No disposition of --------  funds --------  may be terminated only 
upon termination p-------- d in --- -- w. On termination, all 
the statute, but the written assets of the fund revert to 
agreement now in effect re- the state to be used to fund 
quires that these be used the annual loss mitigation 
for reinsurance. and preparedness plan. 
--------  shall be kept and main- --------  shall be kept and main- 
------ d by ----- pursuant to ------ d by ----- pursuant to 
the written - greement be- this act a---- rules adopted 
tween Association, -----  by the Commissioner. Comp- 
State Treasurer, an-- -- omp- roller, as custodian, to ad- 
troller. Legal title to minister the funds as prov- 
fund assets in the ----- un- ided by this Act and Commis- 
til paid out as pro-------  in sioner's rules. 
the agreement. State Treas- 
urer, as custodian, to ad- 
minister the funds as pro- 
vided by the agreement. 
State may not take any 
action with respect to the 
-------- other than as specified 
--- -- is act and the agree- 
ment. 
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(-  (- ) 

(-  (- ) 

(-  (--  
--------  

On effective date of agree- 
ment, all funds held by As- 
------- tion may be paid to 
-------- . At the end of each 
------- dar or policy year, AST 
sociation may pay the net 
equity of a member, includ- 
ing all premium and other 
revenue of the Association 
in excess of incurred losses 
and operating expenses, to 
--------  or a reinsurance pro- 
------- approved by the Commis- 
sioner. 
The written agreement shall 
establish the procedure re- 
lating to the disbu-------- nt 
of funds from the --------  to 
policyholders in c----- of oc- 
currences that result in in- 
sured losses and operating 
expenses of the Association 
greater than $----- ---------- 
No provision 
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At the end of each calendar 
or policy year, Association 
shall pay the net equity of 
a member, including all 
premium and other revenue of 
the Association in excess of 
incurred losses and operat- 
ing expenses, to --------  or a 
reinsurance progra--- - pproved 
by the Commissioner. 

Commissioner's rules shall 
establish the procedure re- 
lating to the disbu-------- nt 
of funds from the --------  to 
policyholders in c----- of oc- 
currences that result in a 
disbursement under Section 
19(a). 

Each state fiscal year, 
beginning with fiscal -------  
----- may use from the -------- s 
----- stment income not -----  
than $-- --------- and not more 
than ------ --- --- investment 
incom-- for the prior fiscal 
year to fund an annual miti- 
gation and preparedness plan 
to be developed and implem- 
ented each year by the Com- 
missioner, including up to 
$-- --------- for the -------------- 
i------------- program --- ------- 
ion --- . The plan is to pro- 
vide -- eps to be taken by 
the Commissioner (or other 
entity that he designates) 
to implement programs to im- 
prove preparedness for and 
reduce losses from -------------- 
and ----- ------------------ ------ 
vide ----- a----- --- ------- e 
those losses, inform the 
public about appropriate up- 
gr?des,~ to structures., ~,,oE~.. _. _~ ,~ .,~ 
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protect infrastructure from 
those ------------------ ---- ney 
in exc----- --- ---- --------- is 
not available ---- ----- -- an 
if the Commissioner deter- 
mines that spen------ it would 
jeopardize the -------- 's actua- 
rial soundness ---  mpair its 
ability to serve the "state 
purposes" for which it was 
established. 

The effective date --- ----- changes is --------------- --- ------ . In 
the Act amending Art. -------- -- - , the Legisl------- ------ -------- 
statutory findings that ------- --- t placed in the Insurance Code. 
These include: 

. The --------  was formed to shelter the state's general ----------- 
from ----- ipation due to ---------------- losses from -------------- 
and as part of the state's ------------ and provision ---- ------- 
from those losses. 

. The state's interest in protecting its general revenue and 
in planning and providing for ---------------- losses is 
benefitted to the extent the -------- -- --------- . 

. The legislature's original intent was to establish the --------  
as a state fund exempt from federal and state income 
taxation. 

. The Internal Revenue Service has suggested that the --------  is 
subject to federal income taxation. 

. Section ----------- and (-- should be clarified and amended 
consistent ------ the le--- lature's original purpose and 
intent. 

. The Association is state-mandated for the well-being of the 
state's ---------- residents and businesses by ensuring the 
availability -------------- and ----- insurance coverage in 
designated ar------ 

. Each year, the Association is required to pay its net equity 
to the --------  or use it to purchase reinsurance approved by 
the Co--------- oner. 

It is obvious that these changes were enacted solely because 
of our examination of the Association and -------- . Nevertheless, 
they are law andmust be considered. But ----- legislature's 
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"determinations" do not matter; what is important are the 
substantive c-------- s, if any, that the new legislation makes in 
terms of the -------- 's ownership, sources of funding, operations, 
etc. These a--- - iscussed below. 

§ ------ ------ --There is no real change here. Under both old 
and new law, the Associati---- can either establish a reinsurance 
program or pay into the -------- . The old law provided for a written 
agre------- t which has now ------- removed. The old law provided that 
the ----- "may" approve any reinsurance program. This has been 
made ---- ndatory by the new law. The new law also clarifies that 
the Associ------- s reinsurance program may operate in conjunction 
with the -------- , but it has already been doing this for some time. 

s ----- ---- -Under the old law, the Association could enter 
into a written agreement with the ----- under which the members 
could relinquish -----  net equity on an annual basis by ma-----  
payments to the -------- . These funds were to be held by the ----- 
outside the State Treasury for the stated purposes (a) to protect 
Association's policyholders and (b) reduce the potential for 
payments by Association members giving rise to tax credits in the 
event of losses (Tier 4 payments). 

The new law replaces the written agreement requirement with 
rules to be adopted by the Commissioner. The new stated purposes 
of the --------  funds are (a) to fund its obligations under Section 
------- ---- --  fund the mitigation and preparedness plan 
---------------- under subdivision (--  of this subsection and (--  to 
reduce the potential for paymen--  by Association members g-- ing 
rise to tax credits in the event of losses. Conspicuously 
omitted is the purpose to protect the Association's 
policyholders. 

The new law also provides that the -------- funds are "state 
funds" to be held by the Comptroller "ou------- the state treasury" 
on behalf of, and with legal title in, the -----  

The old law contained no provision regarding disposition of 
the -------- 's assets upon termination. The written agreement, 
howe----- requires that they be used to purchase reinsurance. 
Under the new law, the --------  may be terminated only by law. On 
termination, all assets --- the fund revert to the state to be 
used to fund the annual loss mitigation and preparedness plan. 

The only changes here are replacing the written agreement 
with ----- rules, changing the stated purposes of the --------  
declar---- that the --------  assets are "state funds," an-- --- erting 
termination provision--- Functionally, there is no real change. 
Even though they are labeled "state funds," the --------  funds are 
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still to be held outside the state treasury and thus not subject 
to annual appropriation by the Legislature. Th-- ----- s are also 
still used for the Tier 2 losses under Section ------- which 
benefits the Association members to the same extent as before. 
In f----- the new statute clarifies that one of the purposes of 
the --------  is to fund its obligations under that section. The 
appli--------  of the funds upon termination is different but not 
significantly so. Instead of purchasing reinsurance, they are to 
be used to fund the annual mitigation and preparedness p---- 
designed to reduce losses from windstorms. New Section --------- 
This benefits the Association members as much as the rein------------ 
since both applications ultimately reduce covered losses. 

5 ----- ---- --The only change here is formal. The --------  is to 
be admi----------- by the Comptroller rather than the -------------  
(whose office has been eliminated) pursuant to the ----- s rules 
rather than a written agreement. 

5 ----- ---- --There is a substantive change here. The new law 
provides ----- ----- Association "shall" pay the net equity of a 
member to the --------  or a reinsurance program. We feel that the 
use of the term --- ay" is very significant in the old law. 

s ----- ----- -No real change here. Disbursements are to be 
made pu--------- to the ----- s rules rather than the ~written 
agreement. 

5 ----- ---- --This provision is new. It allows the ----- to use 
certain ---------- s of the -------- 's investment income for the -------------- 
inspection program in S------ n ---  and to create an annual 
mitigation and preparedness pla-- designed to improve preparedness 
for and reduce losses from -------------- and ----- ------------------ pro- 
vide research to reduce tho---- ---------- info---- ----- -------- --- out 
appropriate upgrades to structures, or protect infrastructure 
from those ------------------ Amounts in excess of $-- --------- are not 
available, ------------ -- the Commissioner determines ----- - pending 
them would jeopardize the -------- 's actuarial soundness or impair 
its ability to serve the "------- purposes" for which it was 
established. By reducing potential losses from ---------------- these 
programs would benefit the Association members a- ------- --- much 
as the State. It would seem that this provision was added to 
give the appearance of increased state control over the -------- 's 
income while in substance constricting its exercise to t---- 
members' benefit. 

Overall, we believe that these changes were cosmetic and 
undertaken solely to avoid federal income taxation of the.C-------  
income. We do not believe that they alter the TAM's analyi-- - r 
conclusions. The significant facts have not changed. The -------- 's 
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funds all originate from the Association members and 
policyholders. No taxpayer money is involved. The legislature 
has no power to authorize or appropriate any of the funds. And 
the benefit flow of the funds have not changed. The Association 
members are still the primary beneficiaries of the monies. 
------- er, the State has no greater financial commitment to the 
--------  under the new law than under the old. 

In any event, the changes could n--- -------- ----- ----- ble year 
ending before their effective date of --------------- --- -------  

This concludes our advice on the matter r------------- ------ se 
contact the undersigned with any questions at ------- -------------- We 
are sending a copy of this advice to our National Office for 
post-review. 

---------- --- ---------------- ----- 
--------- ----------- 

By: --- 
--- -------------- ----------- --- 
----------- 

  

  

  

  

  

  


